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T Toward a Performance Assessment of Microfinance Institutions in Europe
Although many of the issues of microfinance in the developed world are similar to those in the developing world, the policy motivations behind the funding and support may result in alternative methodologies being established. For example, Western governments' usually provide extensive Welfare State networks for the poorest members of their societies, while sophisticated financial systems mean that the majority of the population are served by mainstream financial providers. Thus, funding for microfinance generally aims to either encourage entrepreneurship among the socially excluded or address issues of financial exclusion.
The 'gap targeting support'
This 'gap targeting support' differs sharply from much of the funding of microfinance in the developing world where microfinance institutions can be viewed as part of an evolution towards a mainstream financial services' network. Consequently, there is an emphasis on championing and establishing viable financial institutions, with performance indicators similar to those used by mainstream financial institutions. This is not to say that such an approach is not sought in Europe, indeed, the European Commission is currently funding a project to identify core performance indicators for microfinance institutions. However, this approach may be inappropriate where the microfinance provider is merely a conduit for government social policy (the use of non-state actors to deliver state policy has a number of challenges). This paper will discuss such a scenario in the UK and will outline the approach we employed to gauge performance.
Financial inclusion and enterprise development
Since the election of the Labour government in the UK in 1997, there has been a commitment to developing microfinance providers, notably through a relaxation of the legal constraints on credit unions, accompanied by greater accountability to the financial regulator. Meanwhile, a special fund was established to support the development of Community Finance Development Institutions (CDFIs), which were tasked with providing affordable loans to entrepreneurs. Although hybrid organi- sations were created (Dayson et al., 1999) , generally, credit unions focused on personal lending and CDFIs on enterprise activity. In addition, credit unions were proud of their independence and sustainability, while the CDFIs' status and financial objectives were more nebulous, with some prioritising their independence and others being ciphers' of the local state or enterprise agency. However, it is necessary to emphasise that the Government's prime objectives were to address financial exclusion and enterprise development in deprived areas, hence the support for credit unions and CDFIs respectively. Though an ambition for sustainable institutions was articulated, there was also opinion that most microfinance institutions working in this field have been unsustainable (Copisarow, 2000) . Research studies have indicated that this is predominantly connected to the perception of micro borrowers' risk and creditworthiness, and the diseconomies of scale in making small loans (Quach, 2005) . In the UK another factor are constraints surrounding interest rates. Curiously, credit unions are the only financial institution in the UK that has an interest rate cap, which was set at 12.68% APR (Annual Percentage Rate) on declining balance basis, while the social imperative of the CDFIs work led to interest rates being set at an average of 16.67% (McGeehan, 2005) . Whether it was possible to develop a sustainable institution at these rates and serve the most deprived people in society remained a debatable proposition (Collard and Kempson, 2005; Dayson, 2005) .
High operational costs and operational inefficiencies
Another consideration is that most UK microfinance institutions endure high operational costs and suffer from operational inefficiencies (Gibbons and Meehan, 1999 management of credit unions (Jones, 1999 (Jones, & 2005 , with an emphasis on rapid growth and employing professional staff. Thus both credit unions and CDFIs sought to reduce the impact of high operational costs. The subsequent question is whether these seemingly 'structural' inefficiencies should be funded by the client group (Gibbons and Meehan, 1999) . However, there are relatively few studies that have detailed operational cost analyses to enable practitioners to fully understand the structure and causes of their costs, whether at the branch, product, or client level. Moreover, the availability of methods used for those purposes is rare, which causes microfinance providers difficulty in understanding the true costs associated with their operation.
Financial Inclusion Growth Fund
Heightening the necessity for improvement was the Government's announcement of a Financial Inclu- 
Past findings on efficiency of microfinance lenders
Evidence of research into efficiency of microfinance lenders engaged in policy implementation was difficult to locate. Apart from the researchers' weakness in performing the literature search, it could be partially because the global microfinance sector has been concerned predominantly with debates of subsidy versus nosubsidy (Rhyne, 1998; Robinson, 2001; Gonzalez Vega, 2001) , with respect to impacts (Morduch and Haley, 2002 A costing exercise can also raise awareness of the cost components of different products, including hidden costs.
Performance assessment approach adopted
The research conducted for DWP had two main objectives: to understand the lending process and its efficiency. This involved utilising the product costing model, as suggested by the Consultative Group to Assist the Poorest -CGAP (2004) . From an accounting perspective, this model is considered as a cost allocation method, whereby indirect costs are assigned to individual products, customers, branches, etc. as defined by an organisation. Many, if not most, non-financial costs in a financial services institution are indirect, requiring some sort of allocation system if management wants to analyse product costs. Several methods exist for allocating costs among products. In general, a reasonable allocation method should have the goal of minimising cost distortions and improving overall institutional performance through more efficient use of common resources (indirect costs). In fact, the widely used allocation methods include the Traditional Cost Allocation and Activity Based Costing (ABC). In our study, we employed the Activity Based Costing approach for the reasons that it provided much richer information about the processes and the related costs (CGAP, 2004) .
Using a survey of microfinance providers and a timesheet analysis of staff activity from a sub-sample, we traced costs to specific activities, such as loan processing, opening a savings account, etc. The identification and categorisation of specific activities were the first step in this method. These activities were then 'used' or 'consumed' by the different products, depending on specific attributes that drive activity costs (e.g. number of loans/savings accounts). A given product consumes many different activities. When these activities are added up, the total cost of delivering the product is revealed. Identifying activities that link employee costs to the products they deliver is a very important distinction in product costing analysis.
Activity Based Costing
Our study involved categorising activity into five core groups: personal loans, business loans, savings, administration, governance and others. In each core group, specific actives were identified. All specific costs within personal and business group were transferred to the estimation model of personal and business loan as direct costs, while the specific costs within other core groups were allocated as indirect costs. The direct and indirect costs then constituted the total cost for personal and business loan. 
Figure 1. Cost estimation model
For financial performance, apart from the indicators used in normal financial analysis, we were also interested in comparing budgeted and actual performance, as we believed this would provide an insight into the quality of the management and the business strategy adopted. Another issue of interest was the possibility of variance between groups of microfinance providers, particularly as there was considerable debate about the relative merits of credit unions and CDFIs. Also, we expected to draw a common picture on how the lending process is implemented in the community finance sector.
Timesheet exercise
The timesheet exercise aimed at finding the actual staff time spent on daily activities of microfinance providers. From this we sought to identify what is the structure of staff time actually spent in a typical week? And what is the performance during the week? This exercise would serve not only as a benchmark for the operation of a typical microfinance provider, but also as a basis for the estimation of lending cost. For the purpose of studying the efficiency of staff time spending, we adopted a distinction between: (i) working hours and (ii) office hours. Working hours imply the actual time spent on microfinance providers daily activities and office hours are the standard working time which is assumed to be 7.5 hours a day. Therefore, the total working hours are not necessarily equal to the total office hours. Moreover, because we had three types of staff completing timesheets, including fulltime, part-time and volunteers, we make further assumptions on the working hours and office hours for each type of staff. The full-time staff and part-time staff are assumed to have 7.5 office hours' a day. The total office hours in a week depending on the number of days they actually work. We believed this was a reasonable assumption, as during the observed period some staff may not be working (e.g. holidays). The office hours for volunteers' was assumed to be equal to the number of working hours, which meant that we expected that the volunteers would spend all their volunteer time on the microfinance provider's activities. All participants completed a timesheet and an activity monitoring form every day during a given week. To aid analysis, the day and, by extension, tasks were divided into 15 minute blocks. Thus we were able to measure what any given member of staff did and for how long, and combine this with the questionnaire to assess the theoretical (budget and management estimation of staff activity) and actual (current financial results and staff timesheets) performance.
Demonstrate efficiency and efficiency savings
The method outlined above was in response to a specific request by a government department and consequently comparison between institutions may not be available. However, we would argue that a cost estimation model, through the use of a process flowchart, internal financial records, and timesheets, offers a means for microfinance providers to cost products and assess their organisational efficiency.
In our view the debate about subsidy is sometimes secondary to whether the funder is satisfied with their investment. In nations where funding is connected to social policy objectives, it may be that some services can never be profitable, thus the importance of efficiency, and demonstrating on-going efficiency savings, is crucial to continued support. Not only is this important for the microfinance provider, but it is also necessary for the funder to understand and acknowledge that certain products and services are unlikely to be self-sustaining.
• D'où la nécessité de pouvoir faire apparaî-tre les efforts entrepris pour améliorer l'efficacité, de manière à continuer de bénéficier d'un soutien.
